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Sections 303 and 6166 in Estate Tax Planning
by CARROLL L . WEBB, JR.

Partner, Dallas Office
Presented before the San Angelo,
Texas, Estate Council—February 1963

303 and 6166, are intended to be relief sections which,
restrictive provisions, may make the payment of death
taxes and funeral and administrative expenses less burdensome than
they might otherwise be. Section 303 deals with the redemption of
stock to pay death taxes and funeral and administrative expenses,
while section 6166 deals with instalment payment of Federal estate
taxes only.
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Purpose of Provisions

The purpose of both sections is to allow for the payment of these
obligations without the necessity of breaking up closely held businesses. Section 303 had its beginning a number of years ago, when
it became apparent that in a number of instances the settlement of
these obligations was being accomplished through the sale of the
family business, and in many instances the sales were to large competitors. Congress was alarmed at this situation because over a
period of time it would tend to diminish the small independent businesses and increase the concentration of business in large companies.
In order to lighten the burden further, section 6166 was enacted in
the Revenue Act of 1958.
SECTION 303

First, let us take a look at section 303, which is entitled "Distributions in Redemption of Stock to Pay Death Taxes." This is a misnomer in at least two respects, i.e.,
1) The distributions do not actually have to be used to pay
"death taxes";
2) The maximum amount allowable as a distribution under
the protective provisions of the section includes not only the
amount of the estate, inheritance, legacy, and succession taxes,
including any interest thereon, but also the amount of funeral
and administration expenses allowable as deductions in determining the value of the taxable estate. This is true even though
an election is made to deduct administrative expenses in computing
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the taxable income of the estate rather than to deduct such expenses
in computing the taxable estate of the decedent. In this regard,
Texas being a community property state, we must be careful to
consider only the portion of the administration expenses allowable as a deduction in computing the taxable estate and
not the portion considered as being applicable to the surviving
spouse.
Since there is no requirement that the amount distributed actually be used for the payment of the taxes and expenses, the provisions
of this section offer an opportunity for withdrawal of funds from a
corporation without dividend consequence, even by those estates and
beneficiaries where the funds are not needed for discharge of the
liabilities. Any gain or loss resulting from a distribution coming
under the provisions of section 303 will be capital gain or loss. Ordinarily there should be little or no gain or loss on the redemption,
since the basis of the stock will be the fair market value at date of
death or one year later, and the redemption probably will be near
these dates.
Requirements for Qualification

In order to qualify for the protection of this section, the value of
the stock of the corporation included in the decedent's gross estate
must be more than 35 per cent of the value of the gross estate or more
than 50 per cent of the taxable estate. Stock of two or more corporations may be grouped together and treated as the stock of a single
corporation for purposes of meeting the 35 per cent and 50 per cent
tests, but only if more than 75 per cent in value of the outstanding
stock of each corporation is included in the decedent's gross estate.
If stocks owned by the decedent were all community property, the
75-per-cent test could never be met; therefore, stocks of two or more
corporations could not be treated as one in determining if the 35
per cent of gross estate or 50 per cent of taxable estate tests were met.
The Internal Revenue Code remedies this situation by providing
that, for the purpose of the 75 per cent requirement, stock which at
the decedent's death represents the surviving spouse's interest in
property held by the decedent and the surviving spouse as community
property shall be treated as having been included in determining the
value of the decedent's gross estate.
There may be cases in which, between the date of death and the
redemption, the stock included in the decedent's estate is exchanged
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in a non-taxable exchange for other stock in which the basis of the
old stock is carried over to the new stock. Section 303(c) provides
that the redemption of the new stock may still come within the provisions of section 303.
Time lor Distribution

There is a limitation on the time in which qualifying distributions
may be made. Such distributions must be made after the death of
the decedent and during, or within ninety days after the expiration of,
the three-year period of limitations for the assessment of the Federal
estate tax, or, if a timely petition has been filed with the Tax Court,
within sixty days after the Tax Court decision becomes final. The
Regulations provide that the period relating to the Tax Court decision will be applicable only in cases of bona-fide contests in the Tax
Court and will not be applicable in cases where petitions are filed
solely for the purpose of extending the period for redemptions under
section 303.
Excess Distribution

In the event the amount distributed exceeds the maximum
amount allowable as a redemption distribution, the excess may be
treated as an ordinary dividend. At first blush this may appear to be
a harsh consequence. However, if the estate is in a low tax bracket
for income tax purposes, it may afford an opportunity to withdraw
funds from the corporation at a lesser tax cost than would result if
such funds were withdrawn after the estate is terminated and the
stock is distributed.
We might mention that regulation 1.303-3 makes it clear that
the protection afforded by section 303 applies only to distribution
made in redemption of stock includible in a decedent's gross estate.
If distributions in redemption of all or portions of stocks of others
are made in conjunction with the redemption of the stock included
in decedent's estate, the income-tax consequence of the distribution
to such other stockholders will be determined under other sections
of the Code.
Practical Problems

So much for the statutory requirements of the section. What
are some of the practical problems facing the executor of the estate?
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If he had the assurance that all the asset values and deductions
used in preparing the Federal estate tax return would be accepted
as filed, he would have a relatively simple problem in determining
whether there was any stock that would qualify and, if so, how much
could be redeemed within the limitations of the section. Of course,
we all know that this is seldom true, as most returns of estates of
any size are usually subject to some adjustments upon examination.
Unfortunately, the cash requirement for payment of the tax and expenses arises before the return is examined. The cash may come
from other sources, it may be borrowed, or it may come from a stock
redemption. About the only thing the executor can do is to make as
intelligent an appraisal of the whole situation as he can, and leave
as much latitude as possible in the event values or deductions should
be changed substantially. In this respect, since there is no limitation
on the number of distributions but only on the amount and time,
some protection can be afforded by providing for adjustment of the
redemption price reflecting any change made upon examination of
the return.
Even when the executor is reasonably assured that a qualifying
redemption may be effected, he may still be faced with some very
practical problems. One of the most critical may be caused by a lack
of cash in the corporation to make the redemption. In some cases
there may be two or more brother-sister corporations forming parts
of the estate, some having available cash and some not. A purchase
by one corporation of the stock of another, which qualified under
section 303, is permitted under section 304. This procedure serves
the dual purpose of supplying the necessary cash and at the same
time retaining control of the businesses, which may be a very desirable feature.
Another problem facing the executor is that he may not have
control over all the qualifying stock. This could result in at least
two situations, i.e., (1) some stock may have been given away before
death, but held to have been given in contemplation of death and
thus includible in the gross estate, and (2) some distribution of
stock may have been made before the termination of the estate. In
such cases it would be necessary for the executor to check to see
if redemption had been made of the stock out of his control in order
to see that the redemption of the estate's stock did not make the
aggregate redemptions of qualifying shares exceed the maximum
amount allowable under section 303.
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SECTION 6166

Let us turn our attention now to section 6166 which relates to
the election to pay Federal estate taxes in instalments.
The executor may elect to pay part or all of the estate tax in
not more than ten equal annual instalments if a decedent's gross
estate includes an interest in a single closely held business that
constitutes more than 35 per cent in value of the gross estate or more
than 50 per cent of the taxable estate. The maximum amount that
may be paid in instalments is an amount bearing the same ratio to
the total estate tax, less credits against the tax, as the value of
interest in the closely held business bears to the value of the gross
estate. Interest is payable at the rate of 4 per cent on the amount
qualifying for instalment payment.
Interest In a Closely Held Business

Interest in a closely held business is defined in section 6166 as—
1) an interest as a proprietor in a trade or business carried on
as a proprietorship
2) an interest as a partner in a partnership carrying on a trade
or business, if:
a) 20 per cent or more of the total capital interest in such
partnership is included in determining the gross estate of the
decedent, or
b) such partnership had ten or less partners
3) stock in a corporation carrying on a trade or business if:
a) 20 per cent or more in value of the voting stock of such
corporation is included in determining the gross estate of the
decedent, and
b) such corporation had ten or less shareholders.
Section 6166 also provides that the above-mentioned tests are to
be made as of the time immediately before death.
For the purposes of meeting the tests set forth in the preceding
paragraph, interests in two or more closely held businesses may be
treated as an interest in a single business if more than 50 per cent
of the value of each such business is includible in the decedent's
gross estate. Also, for those of us in community property states,
there is a provision that, for the purpose of meeting the 50 per cent
requirement, an interest in a closely held business representing
the surviving spouse's interest in property held by the decedent
and the surviving spouse as community property shall be treated
as having been included in the decedent's gross estate.
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It is interesting to note that the percentage requirements for
qualifying a single business under section 6166 are the same as those
for qualifying a stock of a single company under section 303, i.e., 35
per cent of gross estate or 50 per cent of taxable estate. However,
as to grouping two or more single businesses together for qualification, section 303 requires that more than 75 per cent in value of
the outstanding stock of each corporation be included in the decedent's gross estate while section 6166 requires that more than 50
per cent of the value of each of two or more closely held businesses
be included in the gross estate.
Time for Election and Payment

The election must be not later than the time prescribed for
filing the return, including any extension period. The election may
be made in letter form, setting forth pertinent information on the
amount of tax to which the election applies, number of instalments,
description of qualifying interests, etc. The first instalment must
be paid on or before the due date of the return, and subsequent
instalments must be paid on the corresponding date in subsequent
years. If upon subsequent examination of the return there is a
deficiency assessment, the deficiency shall be prorated to the instalments. The aggregate of the amounts prorated to instalments already
due and paid shall be paid upon demand. The amount prorated to
instalments not yet due shall be due when such instalment is due.
Interest at 4 per cent is due on the unpaid balance at each instalment date.
Section 6166(h) provides for the acceleration of the payments of
the estate tax under certain conditions as follows:
1) If the aggregate withdrawals from the trade or business comprising the qualifying interest, excluding amounts paid in redemption
of stock under section 303, equal at least 50 per cent of the value of
such trade or business, or if at least 50 per cent in value of a qualifying interest is distributed, sold, exchanged, or otherwise disposed of,
then the extension of time for payment of the tax is revoked and any
unpaid portion is payable upon demand. Exchanges of stock pursuant
to section 368(A)(1), (D), (E), or (F) reorganizations are not disqualifying dispositions, as the stock received in exchange is considered to be the qualifying stock; therefore, the provisions relating to
withdrawals and dispositions which may accelerate the payments of
tax apply to the new stock. It is also provided that the transfer
of property by the executor to a person entitled to receive such
309

property under the will or law will not be a disqualifying disposition.
2) For any taxable year after the fourth year the executor, on or
before the due date of the return (including extensions) for such year,
shall pay an amount equal to the undistributed net income on the
unpaid balance of the estate tax. For purposes of this section "undistributed net income" is defined as the amount of the distributable net
income as determined under IRC section 643 less the sum of:
a) deductions for distributions under IRC section 661(a)
b) the amount of income tax imposed on the estate for the
taxable year, and
c) the amount of the Federal estate tax, including interest,
paid by the executor during the taxable year, other than the
amount accelerated by this provision.
3) If any instalment is not paid on or before the due date, unless
extension of time for payment thereof is granted, the unpaid balance
of the tax is payable upon notice and demand.
Under section 6165, the Treasury may require the executor to
furnish a bond in an amount not exceeding twice the amount of the
tax that is being paid in instalments.
PLANNING ASPECTS

Our discussion thus far has centered around various provisions
and problems relating to the applicability of sections 303 and 6166.
What may we do in the estate-planning area to assure that the
decedent's estate will qualify for use of the sections? As a beginning
we might make preliminary computations based on the client's estate
right now to see if his interest in the closely held business falls within
the limits set forth in the Code. Changes in ownership percentages
or in the number of owners, or in both, may be necessary to qualify
such business interests. However, since in most cases there will be
continuing changes in the relation of the value of the closely held
business interests and the values of the gross and net estates, it is
necessary that we continually examine and re-examine our clients'
affairs to keep this relationship in the necessary proportion to qualify
for the use of either section 303 or 6166. We must remember that
the various percentage tests, etc., are applied as of the moment immediately before the death of the decedent; after death it is too late to
make any necessary adjustments. Also, careful planning may afford
the opportunity to receive a distribution in redemption of stock under
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section 303 and at the same time elect to pay the Federal estate tax
liability in instalments.
There will be other problems and ideas to fit various situations.
A continual surveillance of the affairs of our clients will usually bring
to light these problems and stimulate our solutions to them. I think
that it behooves all of us to adopt the policy of looking now before
it's too late.
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